CHAPTER 7

Previous chapters explained that consumers typically buy
mote of & product as its price decreases and less of a prod-
uct as,its price increases. Chapter 7 looks behind this law
of demand to explain why consumers behave this way.

The chapter first explains the law of diminishing mar-
ginal utility and uses it to explain why the demand curve
slopes downward. This explanation is based on the con-
cept of marginal utility. In this view, the additional satisfac-
tion {or marginal utility) that a consumer obtains from the
consumption of each additional unit of a product will tend
to decline; therefore a consumer-will have an incentive to
purchase additional units of a product only if its price falls.
{Another explanation of the law of demand that is more
complete, but more complex, is based on indifferénce
curves and is presentéd In the appendix to this chapter.)

Most of this chapter presents the marginal-utility view
of consumer behavior. This explanation requires that you
first understand the concepts and assumptions on which
this theory of consumer behavior rests, and second, do
some rigorous reasoning using these concepts and as-
sumptions. It is an exercise in logic, but be sure that you
follow the reasoning. To help you, the text provides several
numetical examples for you to follow.

No one believes that consumers actually perform these
mental gymnastics before they spend their incomes or
make purchases. But we study the marginai-utility ap-
proach to consumer behavior because the consumers
behave asg if they made their purchases on the basis of
very fine céleulations. Thus, this approach explains what
we do in fact observe and makes it possible for us to pre-
dict with a good deal of precision how consumeérs will react
io changes in their incomes and the prices of products.

The final section of the chapter describes how the
theory of consumer behavior can be used to explain many
economic events in the real world. The five applications
discussed are the takeover by iPods of the market for
recorded music, the water—diamond paradox, the value of
time in consumption, the reasons for increased consumer
purchases of medical care, and the economic effects of
cash and noncash gifts. Be sure you understand how con-
sumer theory is used io explain these five phenomena.

B CHECKLIST

When you have s_tu__died this chapter you should be able to

[ Describe the law of diminishing marginal utility.
O Define utility, marginal wiility and total utility.

[ Explain the relationship of the law of diminishing mar-
ginal utility to demand.

O List four dimensions of the typical consumer’s situation.
O State the utility-maximizing rule. .
(3 Use the utility-maximizing rule to determine how con-
sumers would spend their fixed incomes when given the
utility and price data.

O Explain how a consumer decides between an optimal
solution and an inferior solution to a utility-maximization
problem. - _

O Give an algebraic restatement of the utility-maximizing
rute based on an example using two preducts, A and B.
O Derive a consumer's demand schedule for a product
from utilily, income, and price data.

(3 Explain how the income and substitution effects are
involved in ulility maximization and the deriving of the
demand curve for a product.

[0 Give examples of how consumer theory can be used
to explain such economic situations as the: popularity of
iPods; diamond-water paradox; value of time in consump-
tion; consumer purchases of medical care; and, trade-offs
between cash and noncash gifts.

O Use insights from behavicral economics to explain.

decisions about consuming M&M's, preparing for final
exams, and saving for retirement (Last Word).

B CHAPTER OUTLINE

1. The law of diminishing marginal utility can be used
to explain why the demand curve slopes downward.
a, Utility is subjective_and difficult to quantify. For the
purposes of this chapter it will be assumed that utility
is the satisfaction or pleasure a person gets frorn con-
suming a product. It will be measured in hypothetical
units called uiifs.
b. Tofal utility is the total amount of satisfaction that a
_ consumer obtains from consuming a product. Marginal
utility is the exira satisfaction that a consumer obtains
from consuming an additional or extra unit of a product,
The principle that the marginal utility of a product falls as
a consumer uses (consumes) additional units of a prod-
uct is the law of diminishing marginal utility. There is a
relationship between totaf and marginal utifity. As shown
in text Figure 7.1, tofal utility increases, but at a decreas-
ing rate until it reaches a maximum and then declines.
Marginal utility decreases as total utility increases. When
total utllity reaches a maximum, marginal utility is zero.
When fotal ufility declines, marginal utility is negative,
79
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¢. The law of diminishing marginal utility explains why
the demand curve for a product slopes downward.
As more and more of a product is consumed, each
additional unit consumed provides less satisfaction.
The consumer will only buy more of a product if the
price falls.

5 The law of diminishing marginal utility is also the basis
of the theory of consumer behavior that explains how
consumers will spend their incomes for particular goods
and services.
a. In the simple case, it is assumed that the typical
consumer engages in rational behavior, knows mar-
ginal-utility schedules for the various goods available
(has preferences), has a fimited money income to
spend (a budget constraint), and must pay a price
to acquire each of the goods that yields utility.
b. Given these assumptions, the consumer maximizes
"the total utility obtained when the marginal utility of the last
doltar spent on each product is the same for all products
(the utility-maximizing rule). When the consumer fol-
lows this rute, he or she has achieved consumer equi-
librium and has no incentive to change expenditures.
c. A numerical example is used to illustrate the rule
using two products,. A and B, and assuming that all
money income is spent on one of the two products. In
making the decision, the rational consumer must com-
pare the extra or marginal utility from each product
with its added cost (as measured by its price). Thus,
marginal uiility is compared on a per dollar basis.
d. The allocation rule states thal consumers will
maximize their satisfaction when they allocate their
money income so that the last dollar spent on each
product yields the same marginal utility. in the two-
product case, this can be siated algebraically as

Marginal utility of A _ Marginal utility of B
Price of A h Price of B

Total wtility is @ maximum when the marginal utility of
the fast unit of a product purchased divided by iis price
is the same for all products.

3. The utility-maximiZing rule can be applied to determine
the amount of the product the consumer will purchase ai
different prices with incore, tastes, and the prices of other
products remaining constant. .
a. The numerical example that is used is based on
one price for a product. If the price of the product falls,
it is possible to use the utility-maximizing rule to de-
termine how much more of the product the consumer
will purchase. Based on this exercise it is possible
to show the inverse relationship between price and
quantity -demanded as shown by a demand curve.
b. Utility maxirmization can also be understood in terms
of the income and substitution effects 10 explain the
law of demand. As the price of a product drops, a
consumer increases the amounts purchased to restore
equilibrium following the uiility-maximizing rule. The
change cah be viewed as the consumer substituting
more of the now less expensive product for another
product and having more real incame to spend.

4. Eive of the many applications and extensions of

consumer theory for the real world are discussed in this

chapter,
a. iPods have gained popularity among consumers
relative to portable CD players because many consum-
ers have concluded that iPods have a higher ratio of
marginal utility to price than the vatio for portable CD
players. .
b. Diamonds are high in price, but of limited useiul-
ness, while water is low in price, but essential for iife.
This diamond-water paradox is explained by distin-
guishing between marginal and total utility. Water is
jow in price because if is generally in plentiful supply
and thus has low marginal utility. Diamonds are high
in price because they are relatively scarce and thus
have high marginal utiiity. Water, however, is consid-
ered more useful than diamonds because it has much
greater total utility.
c. The facts that consumption takes time and time isa
scarce resource can be included in the marginal-utility
theory. The full price of any consumer good or service
is equal to its market price plus the value of time taken
to consume it (i.e., the income the consumer could
have earned had he or she used that time for work).
d. Expenditures on medical care have increased be-
cause of its financing through insurance. Under this
system, ‘the consumer does not pay the full price of
medical care services and thus has an incentive 1o
consume more than would be the case if the consumer
paid the full price. .
e. Cash gifts tend to be more efficient for consum-
ers because they are more fikely to mateh consumer
preferences and increase the total utility compared to
noncash gifts that restrict consumer choice.

5. {Last Word). Studies in behavioral economics offer fur-
ther insights about consumer choices than what is provided
by the standard theory of consumer behavior, Experiments
with M&M's indicate that diminishing marginal utility sets in
more stowly when there is more product variety. Consum-
ers also show time inconsistency in thelr decision making.

"For example, students attach less value 1o postponing a

final exam by one day at the beginning of semester than
they do at the end of the semester. And saving for re-
tirement is more highly valued near retirement than early
in a career. To counter this time inconsistency problem
with retirement savings, legisiation.has been passed to
encourage employers to enroll workers automatically in &
retirernent plan when they start working for a business.

B HINTS AND TIPS

1. Utility is simply an abstraction useful for explaining
consumer behavior. Do not become overly concerned with
the precise measurement of utility or satisfaction. What
you should focus on is the relative comparison of the ad-
ditional satisfaction (marginal utility) from a doliar spent
on one good to the ‘additional satisfaction obtained from
a dollar spent on anather good. The choice of producing
more additional utiiity satisfaction-from one good than ihe
other will maximize consumer satisfaction. Thus, you just



need to know which good won the contest, not the final
score (how much additional utility was added).

2. Master the difference between marginal utility and total
utility. Once you think you understand the difference, use
the coricepts o explain to someone the diamond-water
paradox at the end of the chapter.

3. The utility-maximization model provides insights about
the income and substitution effects that ceccur with a change
in price. For most products, a price decrease gives con-
sumers more income tospend on that product and other
products, so the quantity demanded for that product in-
creases. The three steps in the logic for a fypical product
Aare (1) P4l, (2) incomeT, and (3) QqatT. Aprice decrease
“also makes product A more attractive to buy relative fo its
substitutes, so the demand for these substitutes decreases
and the quantity demanded for product A increases. Again,
thete are three steps in the logic: (1) P4l, {2) demand for
substitutes |, and (8) Quat. In both cases, the end result is
the same: QuaT. Practicé your understanding by showing
the logic for an increase in the price of product A.

B IMPORTANT TERMS

budget constraint
utility-maximizing rule
utility consumer equilibrium
total utility
marginal utility
rational behavior

law of diminishing
marginal utility

income effect

substitution effect

SELF-TEST

B FILL-IN QUESTIONS

1. The reason that.demand curves slope downward
can be explained by the [aw of {comparative advantage,
diminishing.marginal utility}

2. The overall satisfaction a consumer gets from con-
suming a good or service is (marginal, total)
_ utility, but the extra or additional satisfaction that a
consumer gets from a good or service is (marginal, total)
utility.

3. Utility is (an objective, a subjective}
concept and (is, is nob)
as usefulness.

the same thing

4. The law of diminishing marginal utility states that mar-
ginal utility will (increase, decrease) asa
consumer increases the quantity consumed of a product.

5. A graph of total utility and marginal utility shows that
when total utility is increasing, marginal utility is (posi-
tive, negative) , and when total ufility is
at a maximum, marginal utility is at {a maximum, zero, a
rnimumy) ' :

6. The marginal-utifity theory of consumer behav-
jor assumes that the consumer is (wealthy, rational)
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and has cerain (preferences,
for various goods.

discounts)

7. A consumer cannot buy every good and service

desired because income is (subsidized, limited)

and goods and services are

(unlimited, scarce) in relation to the

demand for.them; thus they have (prices, quantities)
attached to them.

8. When the consumer is maximizing the utility ihe con-
sumer’s income will obiain, the ratio of the marginal utility of
the (first, lask) unit purchased of a prod-
uct to its price is (the same, greater than)
for all the products bought.

9. If the marginal utility of the last dollar spent on one
product is greater than the marginal utility of the last dollar
spent on another product, the consumer should (increase,
decrease) purchases of the first and
purchases of the second product.

10. Assume there are only two products, X and Y, that
a consumer can purchase with a fixed income. The con-
sumer is maximizing utility algebraically when;

a. b.
c. = d

11. In deriving a consumer’s demand for a particular prod-
uct, the two factors {other than the preferences or tastes
of the consumer) that are held constant are

a.
b.

12. The utility-maximizing rule and the demand curve are

logically {consistent, inconsistent) . Be-

cause marginal utility declines, a lower price is needed to
get the consumer to buy {less, more)
of a particular product.

13. Afall in the price of a product tends to (increase, de-
crease) a consumer's real income, and
a rise in its price tends 1o real income.
This is called the (substitution, income)

. effect.

14. When the price of a product increases, the prod-
uct becomes relatively {more, less)
expensive than it was and the prices of other products
become relatively (higher, lower) . than
they were; the consumer will therefore buy {less, more)
of the produet in question and _____
of the other products. This is called the
(substitution, income) eftect.

15, When consumer preferences changed from portable
CD players to iPods, and the prices of iPods (increased,

decreased) gignificantly, this led to
(increased, decreased) purchases of
iPods. .

16. Water is low in price because its (total, marginal)
utility is low, while diamonds are high
in price because their utility is high.
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Water, however, is more useful than diamonds because

the (total, marginal) : utility of water is
much greater than the __- : utility of dia-
monds. )

17. The theory of consumer behavior has been gener-
alized to account for {(supply, tima) .
This is a valuable economic resource because it is (lim-
ited, unlimited) _Its value is (greater
than, equal 10) ) the income that can be
earned withit. The fultprice tothe censumer of any product
is, therefore, the market (time, price) .-

plus the value of the consumption ' .

18. With health Insurance coverage, the price ConSUMmers
pay for health care services Is less than the “true” value or
oppottunity (benefit; cost) . The lower
price to consumeérs encourages them to consume (more,
less) B " health care services.
19, A comparison of food consumption at an all-you-
can-eat buffet with a pay-per-item cafeteria would show
that people tend to eat (less, more) .

at the buffet because the marginal utility of an extra food
item is (positive, 2ero) ' while iis price

is — !

20. Noncash gifts are (less, more}
preferred than cash gifts because they yield {less, more)
o total utility to consumers.

TRUE-FALSE QUESTIONS

Circle T if the statement is true, F if it is false.

1. Utility is the henefit or s_atisfactidn a person receives
from consuming a good of service. ‘ T F

2. Utility and usefulness are not synonymous. T F
" 3. Marginal utility s the change :in total utifity from con-
suming one more unit of a'product. T

4, Because utility cannot actually be measured, the mar-
ginal-utility theory ca_pnot really explain how consgmers

" will behave. : . T F

5. The law of diminishing marginai utility indicates that
gains in satisfaction become smalier as syccessive units
of a specific product are consumed. T F

6. Aconsumer’s demand curve for a productis downslop-
ing because total utility decreases as more of the product
is consumed. ' oo T F

7. li total u:tiﬁ'ty is increasing, then marginal utility is posi-
tive and may be either increasing of decreasing.” T F

8. The theory of consumer hehavior assumes that

consumers act rationally to get the most from their

money. T F

g. Al consumers are subject budget constraints. T F

405 To find & consumer’s demand for'a product, the price
of the product is "v.aried while iasies, income, and the
prices of other products remain unchanged: T F

11. The theory of consumer behavior assumes that con-
sumers attempt o maximize marginal utility. T F

12. I the marginal ytility per dollar spent on product A is
greater than the marginal utility per doliar spent on product
B, then o maximize utility, the consumer should purchase
less of A and more of B. ' T F

13. When consumers are: maxirnizing total utility, the mar-
ginal utilities of the last unit of every product they buy are
identical. : T F

{4, The marginal utility of product X is 15 and its price
is 5, while the marginal utility of product Y is 10 and its
price is $2. The utifity-maximizing fule suggests that there
should be less consumption of product Y. T F

15. In most cases, a-change in incomss will caljse a
change in the portiolio of goods and services purehased
by consumers. - T F

16. An increase in the real income of a consumer will
result from an increase in the price of & product the con-
sumer is buying. T F

17. The income and substitution effects will induce the
consumer to buy less of normai good Z when the price

of Z increases.’ T F
18. A falt in the price of iPods will decrease the demand
for iTunes. T F

19. The diamond-water paradoX is explained by the fact
that the total utility derived from water is low while the
total utitity derived from diamonds is high. T F

20. If a consumer can eam $10 an hour and it fakes 2
hours to consume a product, the value of the fime required
for the consumption of the product is $5. T F

21. Paying $300 to fly srom one city to anather may be
cheaper than paying $50 for & bus trip between the two
cities when the. economic value of time is taken into ac-
count. ' T F

22. A decrease in the productivity of labor will fend ovet
time to increase the value of time. T F

23, One reason for the increased use of health care ser-
vices is that consumers pay only part of the full price of .
ihe services. : . T F

24, People tend to eat more at an “ali-you-can-eat buf-
set" because the “price” of additional items is zero but
the marginal utility - for these items is likely o be
positive. ' T F

05, Noncash gifts add more to total utility than cash
gifts. ' ' T

g MULTIPLE-CHOICE QUESTIONS

Circle the letter that corresponds to the best answer.

1. 'Utility as defined in this chapter refers to the
(@), usefulness of a purchased product
(b) value of the money a consumer spends on a good



(c} satisfaction or pleasure from consuming a good
(d) extra Income a consumer gets from buying a good
at a fower price

2. Which best expresses the [aw of diminishing marginal
utility?
-{a)- The more a person consumes of a produci, the
smaller becomes the utility that he receives from its
consumption.
{b} The more a person consumes of a product, the
smaller becomes the additional uiility that she re-
ceives as a result of, consumsng an addltsonal unit of
the product,
{c) The less a person consumes of a product; the
smailler becomes the utility that she receives from its
consumption,
(d) The less a person consumes of a product, the
smaller becomes the additional utility that he receives as
a_result of consuming an additional unit of the product.

3. Summing the marginal utilities of each unit consumed
will determine total

(&) cost

{b) revenue

{c} utility

(d) consumption
The following table shows a hypothetical total ulility

schedule for a consumer of chocolate candy bars. Use
the table to answer Questions 4, 5, and 6.

Number consumed Total utility
o 0

' 9

19

27

35

42 -

42

40

e B+ T &) BN 1 O |\ IR

4. This cohsymer begins to experience diminishing mar-
ginal utility when he consumes the -
(aj first candy bar
(b} second candy bar
(c) third candy bar
(d) fourth candy bar

5. Marginal utility becomes negative with the consump-
tion of the
(a) fourth candy bar
(b) fifth candy bar
(c) sixth candy bar
{d) seventh candy bar

6. Based on the dafa, you can conclude that the
(a) marginal utility of the fourth unit is 6
(b} marginal utility of the second unit is 27
(c) total utility of 5 units is 42
{d) total uiility of 3 units is 55

7.After eating eight chocolate chip cookies, you are of-
fered a ninth cookie. You turn down the cookie. Your re-
fusai indicates that the -
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(a) marginat.utility for chocolate chip cookies is negative
{b) total utility for chocolate chip cookies is negative
{c) marginal utility is positive for the elghth and nega-
tive for the ninth cookie

(d) total utility was zero because you ate one cookie
and refused the other

8. Which is a dimension or assumption of the marginal-

utility theory of consumer behavior?
{a) The consumer has a small income.
(b) The consumer is ralional.
(c} Goods and services are free.
(d) Goods and services yield continually increasing
amounis of marginal ut:hty as the consumer buys more
of them.

9. A conslumer is making purchases of products A and
B such that the marginal utility of product A is 20 and the
marginal utility of product B is 30. The price 6f product
A is $10 and the price of product B is $20. The utility-
maximizing rule suggests that this consumer shouid

(a) increase consumption of product B and décrease
consumption of product A

(b) increase consumption of product B and increase
consumption of product A

{c) increase consurption of product A and decrease
consumption of product B

{d) make no change in consumption of AorB

10. Suppose that the prices of A and B are $3 and $2, re-
spectively, that the consumer is spending her entire income
and buying 4 units of Aand 6 units of B, and that the marginal
uility of both the fourth unit of A and the sixth unit of B is 6.
It can be concluded that the consumer should buy

(8} more. of both Aand B

{b} more of A and less of B

{c} less of A and more of B

(d) less of both Aand B

11. Robert Woods is maximizing his satisfaction consum-
ing two goods, X and Y. if the marginal utility of X is half that
of Y, what is the price of X if the piice of Y is $1.00?
{a) 30.50
© (b) $1.00
{c) $1.50
(d) $2.00

Answer Questions 12, 13, and 14 based on the following
lable showing the marginal-utility schedules for goods X
and Y for a hypothetical consumer. The price of good X
is 81 and the price of good Y is $2. The income of the
consumer is $9.

-Good X Good Y
. Quantity MU Quartity MU

1

~ ;D WM
N WM~ o
~ o U‘I‘ W o =
- N Wk X Q

i
[
i
{
i
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12. To maximize utility, the consumer will buy

(a) 7X and 1Y
{b) 5X and 2Y
(c) 3Xand 3Y
{d) 1Xand 4Y
hases the utiiityimaximizing

43. When the consumer puré
Y, total utility will be

cambination of goods X and
(a) 36
(b) 45
, (c) 48
(d) 52

14. Suppose that th
$9 fo $12. What wou
tion of goods X and Y?

(a) 5Xand2Y

(b) 6Xand 3y

(c) 2Xand 5Y

(d) 4Xand a4y

15. A decreasé in the price of product Z wiil
(a) increase the marginal utility per doliar spent on Z
(b) decrease the marginal utility per doliar spent on Z
{c) decrease the total uiility per doliar spent on Z
{d) cause no change in the marginal utility per dollay

spent on Z

& consumer's income increased from
id be the wility-maximizing combina-

6, 17, 18, and 19 on the pasis of the
data for products A and B. Assume
that the prices of A and B are $6.and $8, respectively,
" and that consumer income is $36.

Units of A Total utility  Units of B Total utility
1 . 32

1 18

Answer Questions 1
following total utility

2 30 2 56
3 38 3 72
4 42 4 80
5 44 5 84
16. What is the level of total utility for the consumer in
equiliprium?
{(a) 86
() 102
{(c) 108
(g) 120
47. How many units of the two products will the consumer
buy?

{a) 1ot Aand 4 of B
{b) o of Aand 2 of B
(c) 2 ofAand 30f B
{c) 3 of Aand 4 of B

18. 1f the price of A decreases to
maximizing combination of the Iwo products is
(a) 2 of Aand 2 0f B
(o) 2 of A and 3 of B
{c) 3gfAand 30fB
{d) 4otAand 40t B

19. Which of the follo
for A?

$4, then the utility-

wing represents the demand curve

(@ () {c) {d)
P Qg P Qu P Q4 P Qg
%6 i $6 2 $6 2 %6 2
4 4 4 5 4 3 4 4

20. Kristin Hansen buys only two goods, food and cloth-
ing. Both are normal goods for Kristin. Suppose the nrice
of food decreases. Kristin's consumption of clothing will
(a) decrease due to the income effect
(b) increase due to the income effect
. {c) increase due to the substitution effect
(d) not change due to the substitution effect

n effect works o encour-

1. The reason the substitutio
f a product when its price

age a consumer to buy more O
decreases is because

(a) the real income of the consumer has been

increased .

(b) the real income of the consumer has been
decreased

(c) the product is now relatively, less expensive than
it was

{d} other products are now relatively less expensive

than they were

59, The price of water is substantially less than the price

of diamonds because

{a) the marginal utility of a diamond is significantly

less than the marginal utility of a gafion of water
(b) the marginal utility of a diamond Is significantly

greater than the marginal utility of a gallon of water

{c) the fotal utility of diamonds is greater than the fotal

utility of water

{d) diamonds have a low marginal utility

23, The fult price of 2 product fo & consumer is
(a) its'market price

{b) its market price plus the value of its consumption

fime

(c) its market price less the vajue of iis consumption
time

(d) the value of its consumption time less its market
price

pasic choices: rent a movie for
$4.00 and spend 5 hours of time watching it or spend
$15 for dinner at & restaurant that takes 1 -hour of fime.
If the marginal utilities of the' movie and the dinner are
the same, and the consumer values time at $15 an hour,
the rational consumer will most likely
(a) rent more movies and buy
dinners
{b) buy more
movies
(c) buy fewer restaurant dinners and rent fewer movies
(d) make no change in the consumption of both
25. Compared 10 cash gifts, noncash gifis are preferred
(a) more because they decrease total utility -
(b} more.becauss they increase fotal utility
(c) less because they Increase total utitity
(d) less because they decrease total utility

24. A consumer has two

tower restaurant

restaurant dinners and rent fewer

LA Rttt
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B PROBLEMS

1. Assume thai Harriet Palmer finds only three goods, A, B, and C, for sale and that the amounts of utility that their
consumption will yield her are as shown in the table below. Compute the marginal utilities for successive units of A, B,
and C and enter them in the appropriate columns,

Good A : Good B Good €
Total Marginal Total Marginal Total Marginal
Quantity utility utility Quantity utility utility Quantity utility utility
i 21 —— 1 7 — 1 23 ——
2 41 — 2 18 . 2 40 .
3 59 N 3 18 — 3 52 —_—
4 74 —_— 4 22 - 4 80 o
5 85 — 5 25 — 5 65 .
B 91 —— B 27 - 6 68 _
7 & . 7 28.2 7 70 —

2. Using the marginal-utifity data for goods A, B, and C that you obtained in Problem 1, assume that the prices of A, B,
and C are $5, $1, and $4, respectively and that Palmer has an income of $37 to spend.
a. Complete the table below by computing the marginal utility per dofiar for successive units of A, B, and C.

Good A Good B Good C

Marginal utility Marginal utility Marginal utility
Quantity per dollar Quantity per doliar Quantity per dollar
1 - 1 I 1 I
2 S 2 — 2 -
3 I 3 S 3 -
4 - 4 I 4 P
5 — 5 — 5 N
6 —_——— 6 S 6 N
7 7 7

b. Palmer would rof buy 4 units of A, 1 unit of B, and 4 units of C because

¢. Palmer would not buy 8 units of A, 7 units of B, and 4 units of C because

d. When Palmer is maximizing her utilily, she will buy units of A, units of B,
units of C; her total utllity will be , and the marginal utility of the last dollar spent on each good will be
e. If Palmer’s income increased by $1, she would spend it on good , assuming she can buy fractions of a

unit of & good, because -

3. Sam Thompson has an income of $36 to spend each week. The only two goods he is interested in purchasing are
H and J. The marginal-utility schedules for these two goods are shown in the table at the bottom of the page.

The price of J does not change from week to week and is $4. The marginal utility per dollar from J is alse shown in
the 1able. But the price of H varies from one week to the next. The marginal utilities per dollar from H when the prices
of H are $6, $4, $3, $2, and $1.50 are shown in the table.

Good H Good J
Quantity MU MU/$6 MU/S4 MU/$3 MU/52 MU/$1.50 MU MU/S4
3 45 7.5 11.25 15 22.5 30 40 10
2 30 5 7.5 20 18 20 36 9
3 20 3.33 5 6.67 10 13.33 32 8
4 5 25 3.75 5 75 10 28 7
5 12 2 3 4 6 8 24 6
6 10 1.67 2.5 3.33 5 8.67 20 5
7 9 15 2.25 3 45 B 16 4
8 7.5 1.25 1.88 2.5 3.75 5 12 3
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a. Complete the table below to show how much of H
Thompson wil buy each week at each of the five pos-
sible prices of H.

e
Price of H Quantity of H demanded
$6.00

4.00
3.00 ——

2.00 -

1.50

b. What is the table you completed in part a called?

e

4. Assume thata consumercan purchase only two goods:
R (recreation) and M (material goods). The market price
of Ais $2 and the market price of Mis $1. The consumer
spends all her income in such a way that the marginal
utility of the last unit of A she buysis 12 and the marginal
utility of the last unit of M she buys is 6.

a. 1f we ignore the time it takes to consume A and M,

is the consumer maximizing the total utility she obtains

from the two goods?

b. Suppose it takes 4 hours to consume each unit of R,
1 hout to consume each unit of M, and the consumer
can earn $2 an hour when she works.

(1) The full price of a unit of Ris § .

(2) The full price of a unit of Mis § .
c. If we take into account the full price of each of the
commadities, is the consumer maximizing her total utility?

How do you know this?
d. [If the consumer is not maximizing her utility, should

she increase her consumption of R or of M?

Why should she do this?
e. Will she use more or less of her time for consuming

R?

E&l SHORT ANSWER AND ESSAY QUESTIONS

1. Define the law of diminishing marginal utility and give
an example of it in practice.

2. Why is utility & “subjective concept"?

3. How does the subjective nature of utility limit the prac-
tical usefulness of the marginal-utility theory of consumer
behavior?

4._Deﬁhe total utility and marginal utility. What is the
relationship between total utifity and marginal utility?

5. What Is the law of diminishing marginal utility?

6. ‘What essehtial assumptions are made about consuim-
ers and the nature of goods and services in developing
the marginat-utifily theory of consumer behavior?

7. What is meant by “hudget constraint’?

8. When is the consumer in equilibrium and maximizing
total ufility? Explain why any deviation from this equilib-
rium will decrease the consumer’s total utifity.

9, Why must the amounts of extra utility derived from
differently priced goods mean that marginal utility must
be put on & per—dellar-spent basis? Give an example.

10. How can saving be incorporated into the utility-
maximizing analysis?

11. Give and explain an algebraic restatement of the ufil-
ity-maximizing rute. .
12. Using the marginal-uility theory of consumer behav-

jor, explain how an individuafs demand schedule for a
particular consumer good can be obtained. :

13. Why does the demand schedule that is based on the
marginal-utifity theory atmost invariably result in an in-
verse or negative relationship between price and gquantity
demanded?

14. What insights does the utility-maxirnization model
provide about the income and substitution effects from a
price decline? -

15. What aspects of the theory of consumer behavior ex-
plain why consumers started buying iPods In larger num-
pers instead of portable CD players in the past decade?

16. Why does water have & jower price than diamonds de-
spite the fact that water is more useful than diamonds?

17. Explain how & consumer might determine the value
of his ot her time. How does the value of time affect the
full price the consumer pays for a good or service?

48, What does taking time into account explain that the
traditional approach to consumer behavior does not ex-

plain?

19. How does the way that we pay for goods and services
affect the quaniity purchased? Explain by using medical
care as an example. '

20. Why are noncash gifts less preferred than cash
gifts? :

ANSWERS

Chapter 7 Consumer Behavior
FILL-IN QUESTIONS

1. diminishing marginal utility

. total, marginat

. a subjective, is not

. decrease

. positive, Zero

. rational, preferences

. limited, scarce; prices

. last, the same

increase, decrease i

10. a. MU of producl X b. price of X; & MU of product Y: d.
price of Y .

11, a. the income of the consumer; b. the prices of other
products !

SO RPN




12.
13.
14.
15.
186.
17.
18.
19.
20.

consistent, more

increase, decrease, income

more, lower, less, more, substitution
decreased, increased

marginal, marginal, total, total

time, imited, equal to, price, time

cost, more

more, positive, zerc

less, less

TRUE-FALSE QUESTIONS

PENOMABD R

. T, pp. 135137

¥, pp. 1356137
135
137

A

p.
P

~AAm

p. 135-137

p
. T, pp. 137138
p

T, pp. 137-138

10
11
12

13.
14.
15.
16.
17.

. T, pp. 137138

. F pp. 137138

. Fp 128
F, pp. 128139
F, pp. 138-139
T, pp. 140141
F. pp. 140141
T, pp. 140-141

18. F, pp. 140-141

MULTIPLE-CHOICE QUESTIONS

PENmO B LN

. ¢ p 135
, b, p. 135

¢, pp. 136—-137
¢, pp. 135-137
d, pp. 135-137
c, pp. 315137
c, pp. 135-137
b, pp. 137138
c, pp. 138-139

10

1.

12

13.

14
15
16
17
18

. ¢, pp. 138-139
a, pp. 138139
. b, pp. 139140
¢, pp. 139-140
. b, pp. 138-140
. a, pp. 139-140
. b, pp. 135-137
. ¢, pp. 136137
. ¢, pp. 135137

19,
20.
21.
22,
23.
24,
25.

19.
20.
21.
22,
23.
24,
25.

F, pp. 142148

¢, p. 140
b, pp. 140-141
¢, pp. 140-141
b, pp. 142-143
b, pp. 143-144
b, pp. 143-144
d, p. 144
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PROBLEMS

1. marginal utility of good A: 21, 20, 18, 15, 11, 6, 0; marginal
utility of good 8: 7, 6, 5, 4, 3, 2, 1.2, marginal utility of good C:
23,17,12,8,5,3,2

2. a. marginal ulility per doliar of good A: 4.2, 4, 3.8, §, 2.2,
1.2, 0; marginal utility per doflar of good B: 7, 6, 5, 4, 8, 2, 1.2;
marginal uiility of good C: 5.75, 4.25, 3, 2, 1.25, .75, .5; b. the
marginal ulility per dollar spent on good B (7) is greater than the
marginal utility per dollar spent on good A (3), and the latter is
greater than the marginal utility per dollar spent on good C (2);
¢. she would be spending more than her $37 income; d. 4, §, 3,
151, 3; e. A, she would obtain the greatest marginal utility for her
doliar (2.2)

3. a 2, 3, 4, 6, 8 b. the demand schedule {for good H)

4, a. yes; b. (1) 10, (2} 3; ¢. no, the marginal utility to price
ratios are not the same for the two goods; d. of M, because its
MU/P ratio is grealer; e. less

SHORT ANSWER AND ESSAY QUESTIONS

1. p. 135 8. pp. 138-132 15, pp. 141-142
2. p. 135 9. p. 138 16. pp. 142143
3. p. 135 10. pp. 138-139 17. pp. 143-144
4. pp. 135-137 11. pp. 139140 18. pp. 143-144
5 p. 135 12. p. 140 19, p. 144

6. pp. 137-1388 13, p. 140 20, p. 144

7. p. 137 14, pp. 140141
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